Midterm 2:  Economics 165

Key Concepts and Practice Problems

Key Concepts (disclaimer: not an exhaustive list…)

( Increasing returns to scale and intra-industry trade

( Intellectual property rights

( Product differentiation and market power in intra-industry trade

( “Gravity” and bilateral trade flows

( Impact of, and deadweight loss due to, a tariff or quota

( Quota variations and other NTBs

( “Optimal” tariffs and retaliation
( Political economy of protectionism

( Trade policy of Kerry and Bush

( Balance of payments accounting

( Savings and investment in the open economy

Practice Problems (one of which will likely show up on the midterm in similar form)

1. Imagine a firm, in an industrialized country, with the following cost function:  
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is a substantial fixed cost, 
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 is the constant marginal cost, and 
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 is quantity.
a) Write the average cost function and draw a graph showing the marginal cost and average cost, with quantity on the x-axis.

b) If this firm produces a differentiated product, and the country is in autarky, draw in a demand curve and locate the profit maximizing price and quantity.  Label the firm’s revenues and costs in your graph.

c) Imagine now that the nation opens up to trade with another industrialized country.  Assuming this firm is the sole international supplier of this particular differentiated product, what happens to demand?  What happens to the average cost of production?  What does this imply about global efficiency?
2.  Imagine a world with many countries…

(…in which the United States is a large, capital abundant, nation

( The US produces two goods, software (capital intensive) and bananas (labor intensive)

( The government is considering imposing a tariff on bananas.

a) Draw the free trade equilibrium before the imposition of the tariff (use a ppf).

b) Draw the equilibrium after the imposition of the tariff assuming that the world supply of bananas is very elastic (use a ppf) and that the government rebates the tariff revenue to consumers.  What happens to the world price of bananas (use S&D)?   Do capital owners gain?  Labor owners?  Consumers?

c) Draw the equilibrium after the imposition of the tariff assuming that the world supply of bananas is very inelastic (use a ppf) and that the government rebates the tariff revenue to consumers.  What happens to the world price of bananas (use S&D)?  Do capital owners gain?  Labor owners?  Consumers?

d) In which situation [(b) or (c)] is the tariff optimal?  Why can optimal tariffs be problematic?

3.  Bangladesh is a very labor abundant developing country.

a) What do you think the supply of savings will look like in Bangladesh?  Explain.

b) What do you think the demand for investment will look like in Bangladesh?  Explain.

c) When Bangladesh opens up to international trade in goods and assets, will it run a current account surplus or deficit?  Provide some intuition for why this is the case, and graph the equilibrium in the loanable funds market (be sure to label the current account surplus/deficit).

d) If Bangladesh can produce a labor-intensive good (X), and a capital intensive good (Y), what do you think will happen to the supply and demand for loanable funds if the terms-of-trade improve in Bangladesh?  Graph the new equilibrium in the loanable funds market (be sure to note what happens to the current account and the [hypothetical] autarky interest rate). Explain your reasoning.

4.  Mercantilists suggest(ed) that countries could benefit from discouraging imports and promoting exports.  This question allows you to evaluate the latter claim.  Imagine a world with many countries…

( …in which South Korea is a small open economy

( South Korea has a small comparative advantage in computers, relative to the world

( The government is considering an export subsidy to promote the computer industry

a) Using a simple partial equilibrium diagram, graph domestic supply and domestic demand for computers in South Korea.  Note the autarky price of computers.  Find South Korea’s exports of computers assuming that the world price is above the autarky price.

b) The government establishes an 
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 export subsidy that works in the following way:  the computer firm receives 
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 for computers sold domestically, and 
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 for computers sold abroad.  In other words, the prices faced by consumers are unchanged, and the prices faced by producers are changed only for those goods that they export.  Locate domestic consumption, domestic production, and exports in your graph.

c) Calculate the cost of the government subsidy, and locate it in your graph.  Locate the increase in producer surplus in your graph as well.  Based on a comparison these two quantities, evaluate the export subsidy from an aggregate welfare perspective.

_1120057914.unknown

_1121176118.unknown

_1121176148.unknown

_1140883770.unknown

_1120057929.unknown

_1120057852.unknown

_1120057860.unknown

_1120057823.unknown

